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Executive  Summary 

The  "miracle  has  begun  to  fade  into  a  mirage  [and]  no  industry 
appears  poised  to  lead  Boston's  economic  growth  into  the  1990 's. 

"Metro  Boston  is  losing  jobs  for  the  first  time  since  1982,  due  to 
local  economic  retrenchment  and  restructuring.  The  only  gains  were 
in  services  and  FIRE  (+15,900  jobs),  which  bodes  well  for  downtown 
office  space. 

In  the  suburbs,  negative  absorption  is  expected  to  continue  for  up 
to  six  years,  construction  projections  will  not  proceed  on  schedule 
if  at  all,  and  effective  rates  will  decline  further. 

"The  foremost  barrier  to  Boston's  continued  growth  remains  housing 
costs"  twice  the  national  median  price. 

CBD  vacancy  rates  will  reach  15.3%  in  1993  if  space  continues  to 
be  added,  but  the  CBD  is  in  a  stronger  position,  with  sales  prices 
significantly  above  replacement  costs.  "We  expect  the  [CBD  market] 
to  continue  to  remain  relatively  tight,  even  in  the  event  of  a 
recession." 
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An  Overview  of  the  Boston  Real  Estate  Market 

Summary 

In  light  of  investor  interest  in  real  estate  market  conditions  in  the  Northeast 
United  States,  we  are  updating  our  coverage  of  the  Boston  market.  For  the 
first  time  in  seven  years,  Boston  —  the  seventh-largest  city  in  the  United 
States  —  is  losing  Jobs.  Total  nonagricultural  employment  in  the  Boston 
metropolitan  area  declined  by  3,500  jobs  in  the  12  months  to  August  1989, 
compared  with  an  average  annual  increase  of  45,000  jobs  per  year  during 
the  1983-88  period.  Prior  to  this  decrease,  Boston  had  not  recorded  a  drop 
in  year-to-year  total  employment  since  August  1982,  toward  the  end  of  the 
most  recent  U.S.  recession  (see  Figure  1). 


Figure  1.  Boston  Metropolitan  Statistical  Area  —  Total  Nonagricultural  Employment 
Growth,  Jan  70- Aug  89 

(Year-to-Year  Absolute  Change;  Monthly  Data;  Jobs  in  Thousands) 
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Note:  Shaded  areas  indicate  U.S.  Recession. 

Sources:  U.S.  Bureau  of  Labor  Statistics  and  The  WEFA  Group. 


Unlike  Boston's  experience  prior  to  the  1970s,  when  textiles  and  light 
manufacturing  industries  left  the  region  for  lower-cost  "Sun  Belt"  locales, 
and  minicomputers  and  defense  firms  emerged  as  the  drivers  of  the  local 
economy,  the  current  economic  slowdown  represents  not  so  much  a 
relocation  or  exodus  of  firms  out  of  the  area,  but  rather,  the  beginning  of 
another  retrenchment  and  restructuring  of  the  metropolitan  economy.  This 
time,  however,  no  industry  appears  poised  to  lead  Boston's  economic 
growth  into  the  1990s.  In  fact,  during  the  past  year,  employment  has 
declined  in  all  sectors  of  the  Boston  economy,  with  the  exception  of  services 
and  finance,  insurance  and  real  estate  (FIRE).  Although  growth  in  services 
industries  has  remained  positive,  gaining  15,900  jobs  during  the  past  year,  it 
nevertheless  declined  by  50%  from  the  annual  average  increase  of  more 
than  37,000  posted  during  the  1983-88  period. 

The  most  notable  aspect  of  this  shift  is  that  the  industries  responsible  for 
the  revival  of  the  "Massachusetts  Miracle"  in  the  early  1980s  —  civilian 
high  technology,  defense,  trade,  and  financial  services  —  are  the  same 
industries  that  have  led  the  recent  slowdown.  Within  the  high-technology 
industry,  for  example,  Wang  Laboratories  Inc.,  Prime  Computer  Inc.,  Data 
General  Corp.,  Honeywell  Bull,  Cullinet  Software  (acquired  by  Computer 
Associates),  Digital  Equipment  Corp.,  and  Apollo  Computer  Inc.  (acquired 
by  Hewlett-Packard)  together  have  reduced  employment  by  more  than 
15,000  jobs  thus  far  this  year.  The  weak  earnings  prospects  for  many  of 
these  companies  raise  concerns  about  the  future  of  the  metropolitan 
economy,  because  Boston's  employment  concentrations  in  the 
manufacturing  areas  of  electric  and  electronic  equipment,  machinery 
(excluding  electrical),  and  instruments  and  related  products  are  1.3,  1.7  and 
3.1  times  the  national  level,  respectively. 

In  addition,  with  the  apparent  ending  of  the  Cold  War,  defense-related 
spending  likely  will  decrease  in  both  nominal  and  real  terms  as  the  U.S. 
budget  emphasis  shifts  toward  domestic  priorities.  Consequently,  the 
Massachusetts  economy  will  benefit  less  from  defense  spending  in  the  1990s 
than  it  did  during  the  Reagan  Administration's  defense  buildup  in  the 
1980s.  Per-capita  defense  expenditures  in  Massachusetts  are  among  the 
highest  in  the  country  —  averaging  more  than  71%  above  the  national 
average  between  1986  and  1988.'' 

The  foremost  barrier  to  Boston's  continued  growth  remains  housing  costs. 

As  of  midyear  1989,  the  median  price  of  an  existing  home  in  the  Boston 
Metropolitan  Statistical  Area  (MSA)  was  $186,200,  exactly  twice  the 
$93,000  national  level.  Although  Boston  benefits  from  its  prominent 
position  in  the  field  of  higher  education  and  the  skilled  labor  pool  that  it 
graduates  each  spring,  high  residential  home  prices  limit  additional  in- 
migration,  which  might  alleviate  the  labor  squeeze  in  Massachusetts,  where 
unemployment  is  currently  4.4%.2 

The  slowdown  in  Boston's  economy  has  not  occurred  evenly  across  the 
metropolitan  region,  and  this  recent  geographic  bifurcation  of  employment 
growth  has  important  implications  for  future  real  estate  performance. 

The  industries  most  affected  by  cyclical  and  secular  changes  in  the  national 
and  local  economy  —  high  technology  and. defense-oriented  research  and 
procurement  —  are  located  primarily  in  low  to  midrise  suburban  office 
buildings  constructed  in  the  1970s  and  1980s  to  accommodate  the  strong 


1  See  Real  Estate  Market  Review.  Salomon  Brothers  Inc.  July  1989. 

2  See  High  Home  Prices  —A  Worldwide  Problem.  Salomon  Brothers  Inc,  March  1989  and  Real  Estate 
Market  Review,  Salomon  Brothers  Inc.  July  1989. 


tenant  demand  during  this  period.  Conversely,  those  few  sectors  for  which 
job  growth  has  remained  positive,  such  as  FIRE  and  services,  are  largely 
downtown-oriented  and  occupy  space  in  the  large  office  towers  in  the 
financial  district  and  Back  Bay. 

According  to  the  local  real  estate  brokerage  industry,  several  suburban 
Boston  markets  already  have  begun  to  experience  negative  net  absorption, 
particularly  in  those  markets  where  Digital  Equipment  Corporation 
(DEC),  Prime  and  Wang  have  their  offices.  We  expect  net  absorption 
rates  to  remain  negative  over  the  next  two  years  as  the  high-technology 
industry  restructures  and  reduces  its  spatial  requirements.  To  determine 
the  level  of  risk  in  the  Boston  office  market,  we  have  analyzed  three 
economic  scenarios  that  are  predicated  on  various  levels  of  construction 


Figure  2.  Boston  Suburbs  —  Supply  and  Demand  Forecast,  1981-95 
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Negative  Absorption  with  No  New  Construction  After  1990 

Absorption  Slowdown  with  100%  Delivery 

Negative  Absorption  with  60%  Delivery 

Sources:  Spaulding  &  Slye  and  Salomon  Brothers  Inc. 


Figure  3.  Boston  Central  Business  District  —  Supply  and  Demand  Forecast,  1981-95 
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and  absorption  activity  in  the  Central  Business  District  (CBD)  and  the 
suburbs. 3  In  order  for  both  markets  to  remain  at  their  current  levels, 
developers  will  have  to  forego  any  plans  to  build  over  the  next  six  years. 
Under  these  conditions,  vacancy  rates  in  the  suburbs  should  remain 
between  17.3%  and  19.5%  over  the  next  three  years,  well  within  the  range 
of  the  current  rate  of  18.5%  (see  Figure  2,  Case  One). 

If  the  CBD  adopts  the  same  strategy,  the  market  should  perform 
accordingly,  keeping  vacancy  rates  in  line  with  the  current  rate  of  10.2% 
(see  Figure  3,  Case  One).  Based  on  the  nature  of  real  estate  development, 
however,  it  is  realistic  to  expect  a  portion  of  those  projects  currently 
approved  will  commence  construction  by  1991  in  spite  of  a  dropoff  in 
demand.  Under  these  conditions,  vacancy  rates  in  the  suburbs  could  rise  to 
20.5%  by  1991  with  a  gradual  drop  thereafter.  In  contrast  to  the  suburbs, 
where  few  projects  are  proposed  after  1992,  the  CBD  will  continue  to 
introduce  space  onto  the  market  through  1995.  As  a  result,  vacancy  rates 
will  remain  high,  reaching  15.7%  by  1993.  In  all  cases,  the  equilibrium  of 
both  markets  will  not  be  restored  until  after  1995. 

The  critical  element  of  the  construction  cycle  of  the  1980s  was  the  ability  of 
the  Boston  market  to  absorb  an  unprecedented  amount  of  new  office  space. 
We  do  not  anticipate  a  reoccurrence  of  this  phenomenon  in  the  1990s.  By 

1979,  the  inventory  of  office  space  in  metropolitan  Boston  totaled  more 
than  35  miUion  square  feet;  70%  of  the  supply  was  located  in  the  Central 
Business  District.  Within  a  decade,  the  inventory  expanded  to  97  million 
square  feet,  divided  approximately  equally  between  the  downtown  area  and 
the  suburbs. 

The  suburbs  directly  benefited  from  the  region's  economic  prosperity, 
having  gained  an  equal  share  of  the  market  supply.  Over  the  past  five  years, 
while  downtown  Boston  added  new  office  space  at  a  rate  of  6.4%  annually 

—  but  only  absorbed  half  of  the  total  space  built  during  this  period  —  the 
suburban  inventory  expanded  by  9.7%  annually,  but  absorbed  nearly  60% 
of  its  new  space. 

The  outlook  for  the  Boston  office  market  over  the  next  five  years  suggests 
that  the  "Massachusetts  Miracle"  has  began  to  fade  into  a  mirage.  The 

weakness  in  employment  growth  that  has  culminated  in  net  losses  this  year 
is  most  pronounced  in  those  industries  that  occupy  space  in  the  suburbs, 
including  the  high-technology  and  defense  sectors.  As  a  result,  we  expect 
the  demand  for  office  space  in  the  suburbs  to  drop  dramatically  from  3.2 
million  square  feet  in  1988  to  an  estimated  1.2  milUon  square  feet  in  1989. 
With  more  than  5.7  million  square  feet  under  construction  in  the  suburbs 

—  only  51%  of  which  is  preleased  —  we  forecast  that  vacancy  rates  will 
climb  from  14.5%  in  1988  to  18.5%  in. 1989.  Based  on  these  trends,  we  do 
not  believe  that  the  next  7.3  million  square  feet  proposed  for  construction 
will  proceed  on  schedule,  if  at  all.  Nevetheless,  if  employment  continues  to 
decline,  vacancy  rates  could  rise  to  19.5%  by  year-end  1990.  Consequently, 
we  expect  contract  rents  to  decline  from  their  current  level  of  S21  per 
square  foot  (about  $15  per  square  foot  on  an  adjusted  net  effective  basis). 
Furthermore,  suburban  buildings  currently  on  the  market  have  been  forced 
to  reduce  asking  prices  by  20%  over  the  past  nine  months. 

Currently,  2.7  million  square  feet  of  office  space  is  under  construction  in 
the  CBD;  62%  of  this  space  was  preleased  at  midyear  1989.  Historically,  net 
absorption  has  averaged  1.9  million  square  feet  annually  in  the  CBD.  The 
estimated  net  absorption  for  1989  is  1.6  million  square  feet,  nearly  on  a  par 
with  the  CBD  average.  This  trend  suggests  that  the  downtown  sector  will  be 


3  Our  three  supply/demand  scenarios  are  as  follows:  Case  One:  Negative  absorption  with  all  proposed 
proiects  cancelled:  Case  Two:  Slowdown  in  absorption  with  100%  of  proposed  construction  delivered  by 
1995:  Case  Three-  Negative  absoption  with  60%  of  proposed  construction  delivered  by  1995. 
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in  a  stronger  position  than  the  suburban  markets  over  the  near  term. 
Contract  rents  downtown  currently  average  $40  per  square  foot.  After 
concessions,  however,  net  effective  rents  are  approximately  $33  per  square 
foot.  Unlike  in  the  suburbs,  the  slowdown  in  the  regional  economy  has  yet 
to  translate  into  lower  prices  for  the  downtown  office  market.  Office 
building  sales  in  the  city  over  the  past  12  months  are  still  significantly 
above  replacement  costs;  this  is  not  the  case  in  the  outerlying  suburban 
market. 

Despite  the  underlying  strength  of  the  downtown  market,  we  do  not 
believe  that  the  6.4  million  square  feet  of  office  space  proposed  will  begin 
soon.  As  shown  in  our  analysis  of  supply  and  demand,  we  expect  the 
office  market  in  the  downtown  sector  to  continue  to  remain  relatively 
tight,  even  in  the  event  of  a  recession.  The  greatest  market  risk  will  remain 
in  the  suburbs. 
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Regional  Banking  —  Quantifying  Real  Estate 
Nonperforming  Assets 


Summary 


Against  the  backdrop  of  an  economic  slowdown  —  at  least  through  the  first 
two  quarters  of  next  year  —  institutional  investors  have  become  increasingly 
concerned  about  the  quality  of  credit,  in  general,  and  real  estate  loans,  in 
particular.  To  facilitate  the  analysis  of  real  estate  lending,  we  are  providing 
data  on  banks'  exposure  to  real  estate  loans  and  the  ratio  of  nonperforming 
real  estate  as  a  percentage  of  commercial  real  estate  exposure  (data  are 
based  on  compilations  by  Standard  &.  Poor's  Corporation). 

We  continue  to  emphasize  that  investors  should  differentiate  between 
moderate  increases  in  nonperforming  assets  that  occur  at  firms  located  in 
areas  with  healthy  economies  and  those  with  actual  net  loan  losses  located 
in  economies  that  are  experiencing  recessions.  We  believe  that  this 
distinction  will  be  a  key  component  in  determining  the  near-  and 
intermediate-term  stock  market  performance  of  regional  banks. 
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